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ADVERTISING RESEARCH 
J. L. DAMPIER 


The Growing Importance of Advertising Research 


DVERTISING Research is a function of the Marketing Division of 
large national advertisers and is designed to determine the relative 
efficiency with which the advertising dollar is spent. Its ultimate pur- 
pose is to provide the Advertising Department with “guide posts” when 
the annual or periodical appropriations are being laid down. Its applica- 
tion is not necessarily limited but Advertising Research is becoming 
very important in the preparation of press and radio schedules and the 
copy to be used in each method of reaching the general public or market 
for a given product. 

In the case of most industries, the production departments are those 
which have benefited most from various types of research which have 
been developed. This is due largely to the fact that the product came 
first and had to be developed and improved in order to gain the 
acceptance of the public. In the past years, especially that period from 
1900 to 1929, the demand for commodities tended to exceed the supply 
and it was necessary to pay particular attention to production facilities 
in an effort to bring about a coédrdination of these two important factors. 
There has been built up, therefore, a valuable and essential knowledge 
of the methods and the applications of mechanical and chemical research. 

Because of this effort, and the successful results which have been 
obtained, production of commodities (and the ability to produce) has 
exceeded the immediate demand for them. This being true, there is an 
ever-increasing need for improving the distribution and advertising of 
products so that, once again, the supply and demand may be brought 
into line. 

Until the past few years there has been little need to expend a great 
deal of effort in getting goods into the hands of the consumer. Nor 
was the competition between advertisers particularly severe; there was 
plenty of business for all. This was true, of course, just so long as the 
product was a good one. Mrs. Consumer will not repeat her purchase 
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of an unsatisfactory product. The result was that research in produc- 
tion not only attempted to increase the production facilities but to 
develop and improve the merchandise. Perhaps it was in this way that 
the manufacturer became increasingly aware of the consumer and the 
need for satisfying his or her desires. 

This new trend was first developed in the sales end of the business 
in an effort to improve the distribution of the product so that it would 
be convenient to purchase it and in order to make it available to the 
greatest number of potential buyers. Distribution is now a great con- 
cern of the manufacturer and he has carried out extensive research in 
an attempt to put the product in a place where it may be purchased 
economically. He has improved the efficiency of his sales organization, 
his relationship with the retailer and middle-man and his facilities for 
delivery of merchandise. 

All this production and sales research has been promoted to gain 
efficiencies and economies in these two branches of industry. In order 
to make a profit and appease his shareholders, the manufacturer must 
produce and distribute his goods economically, obtaining the maximum 
effect for each dollar spent. Where next can he turn, in the face of 
such keen competition, to improve the methods with which others of 
his dollars and cents are spent? 

The answer to this problem is, for the majority of large industries: 
“Are the Advertising dollars spent earning their maximum efficiency?” 
Advertising budgets amount to millions of dollars in the United States 
with proportionate amounts in Canada. Until a few years ago, the 
main emphasis has been to put a message before the public in as many 
places and as often as possible. This required huge sums of money and 
the immediate result was satisfactory. Sales increased at once but 
other manufacturers were able to do precisely the same thing. The 
law of diminishing returns commenced to prove itself and the situation 
arose in which large budgets were only maintaining the present sales 
level, perhaps not even that. With the production departments geared 
to produce even greater quantities of merchandise than the sales depart- 
ment could sell, with shareholders forced to accept limited profits, the 
“efficiency expert” was welcomed in the Advertising Department. Per- 
haps this development would have taken place eventually without these 
immediate reasons; it must be borne in mind that the “rush into adver- 
tising”’ did not, in many cases, leave ample time for an exacting survey 
of media, copy and so on with a view to the desired result. There has 
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been a limited amount of Advertising Research during the past years 
but its real importance is only just being realized by advertisers 
generally. 

Forms of Advertising Research 

In setting forth a few generalities about the earlier forms of Adver- 
tising Research the reader will recognize the current trend in this new 
field. It is not intended to give any details about these various forms 
of testing; information about any of them can be obtained from many 
different sources and many of them will already be familiar to most 
students of Advertising. 

Copy research, that is, an effort to put within the space of an adver- 
tisement (the most economical space having been determined by further 
research) the “hardest selling” illustration and details about the product 
to be sold, has been developed through the use of Gallup Surveys. This 
is a method by which the “readability” of an advertisement is deter- 
mined by testing it in a selected area. It is better than a jury test 
conducted by the advertiser himself because it lets the customer indicate 
the effect. Pre-testing of advertising copy is also done through the use 
of coupon offers and Ly sending through the mails alternative ideas to 
selected groups of potential buyers. The effect of the alternatives can 
be measured in terms of the results obtained in each case. It is essential 
that the advertiser learn what motives prompt the consumer to buy a 
certain product, and what copy will produce the urge to buy. And it 
must have maximum efficiency in order to avoid waste space. Door-to- 
door surveys, designed to obtain this information by asking the con- 
sumer himself are being more generally used. What actually is the 
product used for, why is it bought, how often, where, when? The 
answers to all these questions will help the advertiser to fill his space 
with the most potent copy. One advertiser was producing the cover for 
a premium book. Several suggestions had been submitted and his 
department did not feel qualified to choose the one that would have the 
greatest appeal for his customers. The answer was found by developing 
two possibilities and putting them, in turn, face up on the floor of a 
main aisle in a large department store. The number of people who 
passed by each before picking it up was carefully recorded and the atten- 
tion value therefore indicated. Another advertiser faced with this same 
problem took his covers to a number of consumers and asked them which 
of the two would be most likely to induce them to buy the book. The 
reasons for the choice were obtained at the same time. 
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One of the most interesting examples of similar research was that 
conducted by a large manufacturer of automobiles when that company 
sought to determine the qualities of an automobile in which its potential 
customers were most interested. Having found out what the public 
wanted and were most interested in having, the manufacturer proceeded 
to make his cars accordingly and advertised the features mentioned most 
by those who were interviewed. A large Canadian oil company con- 
ducted a similar survey by providing customers with booklets in which 
all car expenses could be noted in relation to miles travelled. The cus- 
tomer was asked to write a summary when the test was completed and 
in this way the oil company gained a store of information about the 
buying motives for gasoline and oils. 

With regard to copy tests, advertisers have been able to accumulate 
certain general principles as a result of many tests. For instance, it is 
now generally agreed that upper and lower case type is easier and more 
quickly read than upper case type, that it is unwise to superimpose copy 
on two different colours, that copy should be short and to the point and 
so on. Most of these important considerations have been summarized 
into the recently developed Townsend Plan, the details of which are not 
yet available to the advertiser. It is offered as a service whereby copy 
is evaluated as a certain percentage of perfection. Although the prepara- 
tion of copy is a matter of advertising experience, ability to write, and a 
knowledge of the product, the wise advertiser is now consulting the 
consumer directly in an effort to produce the maximum efficiency for his 
advertisements. It has been well expressed by one advertiser who said 
that when he had an idea he took it to Mrs. Consumer in the form of a 
questionnaire survey or any other means at his disposal and if she 
“kicked him in the pants” he would change his mind no matter how good 
he thought his plan was. After all, it is Mrs. Consumer who is going to 
buy the product, not him. 

Media testing has probably been more generally carried out by 
advertisers than copy testing. This may be due to the fact that it is 
more simple to conduct and because, in the majority of cases, the relative 
values are not so vague. Publications give extensive information about 
circulation and experience has shown which member of the family reads 
each paper or magazine. Some are more effective media than others and 
this information cannot be determined merely by studying circulations 
and other available data. Coupon offers and selected area tests are 
commonly used to weigh the relative values of different media. One 
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ADVERTISING RESEARCH 113 
class of media can be tested against another and different media within 
a given class can also be analyzed in terms of pulling power. The values 
are usually determined on a Cost Per Inquiry basis. For example, the 
relative effect of radio, newspapers, magazines, weeklies, display 
material, direct mail and so on can readily be determined in this way. 
Naturally the circumstances must be adjusted to avoid variable qualities 
in order to make the test a fair one. One advertiser learned that in 
using radio and press at the same time the result was more economical 
than when either or both were used consecutively. 

The most important developments in Advertising Research have 
arisen out of the increased use of radio. Evidence indicates that this 
channel for increasing the flow of goods to the consumer is an extremely 
potent one—the power of the spoken word, going right into the home, 
can be more effective than the written word. At the same time, the 
information about radio advertising is much more vague than that for 
other media. The circulation for a newspaper is common knowledge but 
the audience for a given radio program is not immediately discernible. 
Station coverage has been determined in terms of power (watts) but 
advertisers know that the primary and secondary coverage of radio 
stations do not vary in direct relation to this figure. So much depends, 
for example, on the quality of the radio sets, the listening habits of the 
radio owner, and the number of radio owners. 


For these reasons, therefore, there have been certain recent develop- 
ments in Advertising Research which are worthy of noting here. These 
are known as Coincidental and Recall Telephone Surveys, Station Cover- 
age and CPI Surveys, Radio Jury Surveys and Radio &£ffectiveness Sur- 
veys. Through their use the advertiser is able to judge the efficiency 
with which advertising dollars are being spent with reference to radio 
advertising. 

Before a program is produced the advertiser will conduct research 
in order to determine what type of program-will have the most appeal 
for the audience which he hopes to reach. Drama, music, variety shows 
and hockey matches do not all appeal to the same class of people. A 
program for an expensive automobile should have a vastly different 
audience to that for a bar laundry soap. Having done this, research will 
also tell the advertiser at what time of the day he is most likely to reach 
the audience for his particular product. Again the advertiser of Packard 
cars would not produce the Packard Hour in the morning when the pros- 
pective buyer is at the office. The bar laundry soap program is most 
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likely to be effective in the morning when the housewife is mindful of 
her daily cleaning tasks. Obviously, there are also certain times of the 
day when the selected audience will be greatest. 

The Telephone Coincidental Survey is designed to give an indication 
of the size of the audience for a given program or the programs playing 
opposite it on other stations. It confines itself, of course, to telephone 
subscribers and this is an unfortunate limitation which tends to decrease 
the value of the information which it discloses. The results are usually 
expressed in the following terms: 


A 
TOCA) Gals AGOGO. ....ccccesessccccccccescocsseses XXX 
haat imerndnsinneneninniinne xxx 
EGR eri aie BP ee XXX 
ESSE SBE nt LEE EEL EEE eee ee XXX 
II 2 ve dss ps naienaadaiatakacionausesesinenbanaee XXX 
ag ES CS CR Cp ee i ee XXX 


B— Listening Preference 


Identified Rating Per 
Identified Program Don’t Cent. of 
Program Number’ Sponsor Only Know Sets On 
Advertiser’s ........ XXX XXX XXX XXX xxx 
Others cocccccvoccccccces xxx xxx xxxX XxX xXxxX 
BTID cecchenninnannin XXX xxx XXX xxx XXX 


The number of calls made will vary with the length of the program 
and advertisers differ in their thinking in this connection; experience 
will generally help to determine this figure. The coincidental should be 
made at regular intervals because in watching the trend for the size of 
the audience the advertiser will gain most valuable information. When 
an audience falls off markedly or does not reach a desired percentage of 
total radio homes, it may be necessary to revise the program or the time 
at which it is broadcast. Competitors’ programs may be watched in the 
same way. There are, in Canada and the United States, certain organiza- 
tions who are equipped to provide this service. 

The Telephone Recall Survey is conducted on the same principle 
as the Coincidental except that the calls are made at the end of the day 
or next morning and the interviewer helps the woman of the house 
recall (aided recall) the various programs to which she has listened. 
This is probably not so satisfactory as the Coincidental but is widely 
used in the United States in the form of a service provided by Clarke- 
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Hooper, Inc., and for which a fee is charged to the subscribers. All 
programs reaching a given rating are listed. 

Station Coverage and Cost Per Inquiry Surveys are usually carried 
out by the large or small radio advertiser through the use of special 
offers made through the medium of the radio program. Thus you have 
one reason for Charlie McCarthy Spoons, Lux Knitting Books, and other 
similar premium offers. These correspond to the coupon offers in press 
advertisements but they provide the additional information on station 
coverage. The results are analyzed by radio stations, the call letters 
being taken from the envelope since the advertiser has directed the 
consumer to mail her request in care of the station to which she is 
listening. When requests have been broken down by radio stations 
these may be plotted on a map or presented in such a way as to give a 
clear picture of the coverage for any particular station. It is possible 
to determine if there is any possibility of duplication of audiences 
between stations and if the primary and secondary coverage claimed by 
the station is accurate. 

The Cost Per Inquiry is used to determine the relative pulling 
power of the stations which are being used on the network. The results 
of the radio offer may also give an indication of the usership of the 
product which is being advertised. The radio offer is also made to 
encourage new users to buy the product and to provide a means for a 
merchandising tie-up in the retail outlets—to get the product out on 
display. 

Consumer Radio Juries have not yet been developed to the same 
extent as have the other surveys mentioned in the foregoing paragraphs. 
The advertiser builds up a jury consisting of a number of women living 
in cities where a radio station carries his program. They are selected 
to represent a cross section of opinion in the country and to include 
every station on the network. These people listen to the program regu- 
larly and by filling out the questionnaires which the advertiser has 
provided express their opinion of the show and commercial advertising 
in whatever terms the advertiser may designate in his questionnaire. 
These questionnaires also provide an audit of the various radio stations 
so that the advertiser is able to determine if the station carried the 
whole program, if the reception was good and if objectionable spot 
announcements were made either immediately before or immediately 
after his program. Through the use of these radio juries the advertiser 
is able to judge the quality of his show, the reaction to his advertising 
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message, the type of entertainment which the audience is likely to 
prefer, and whether or not he is maintaining the trend in popularity 
for the program. Frequently, ideas for future productions are obtained 
from the jury by encouraging them to offer their ideas. 


The Radio Effectiveness Surveys vary considerably in character 
and it may be noted here that any survey developed by an advertiser in 
an effort to relate the usership for his product in relation to the listening 
audience for his program falls into this general classification. Generally 
they take the form of a door-to-door survey and are closely allied to 
Brand Trend Surveys. The plan is to determine the effect on the user- 
ship for the product as a result of the program. In other words, the 
program may be excellent, have a large and regular audience and be 
presented over a popular and powerful radio station but it may not sell 
the product. Therefore it is necessary to find out who listens to the 
program in a selected area or among a given number of persons. Having 
done this the advertisers must find out what percentage of these homes 
use the product which is advertised. Ata later date a similar check will 
be made and if the program is effective the percentage of the audience 
now using the product will be greater. Other products and competing 
programs may be checked at the same time. In the case of one adver- 
tiser, his Coincidental Telephone Survey indicated that his program 
was not “tops” in its class but his Radio Effectiveness Survey showed 
that those who did listen to the program bought his product in increasing 
proportions. The advertiser may buy a full hour every week but his 
advertising message is only three or four minutes long; the copy must 
therefore be as effective and sales-compelling as possible—each word is 
costing hundreds of dollars! 


Current trends indicate that there is little doubt that Advertising 
Research will play an increasingly important part in the preparation 
of the advertising budget. Where thousands of dollars are being spent 
and competition among advertisers is so intense, it is necessary to make 
every dollar count. The savings that result from a budget which has 
been laid out as a result of exacting Advertising Research will more 
than compensate for the comparatively small cost of conducting these 
surveys and tests. Where confidence is being so placed in the Advertis- 
ing Research it must necessarily be carefully planned and supervised. 
The application of the information which is obtained is of prime 
importance and an advertiser must necessarily have the courage of 
his convictions when the evidence is strong and in contradiction to his 
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previous thinking. Naturally, changes may be brought about slowly 
and the effect measured at each step. In many cases, although the 
Advertising Research brings to light certain facts, it may not always 
be economical to act on this information. For example, a certain region 
on a radio network may be unsatisfactory but to delete this would result 
in a loss of regional discounts which would more than offset the saving. 
The advertising copy may be proven offside but limitations may prevent 
a complete change to a new theme or layout. 

Advertising Research has been developed to a great extent in the 
United States and England and has only recently been generally applied 
in Canada. This may be due to the smaller amount of money available 
for this purpose or to the fact that a large portion of our industry is 
British or American owned and operated. In the latter case manage- 
ments in Canada have been able to take advantage of Advertising 
Research conducted in the country of the parent company and have 
applied it to Canada. At the same time there seems to be a growing 
belief among advertisers that conditions in Canada are not always the 
same as in other countries—that because a thing is good in the United 
States it is not necessarily good in Canada—that the consumer in 
Canada is an individual with his or her own particular likes and dislikes 
—that it is the task of the Advertiser, through his Advertising Research, 
to find out more about Mrs. Consumer in Canada and the best way of 
reaching her effectively and economically. 














FUNDAMENTAL ASPECTS OF DEPRECIATION 
GEORGE R. HUSBAND 


HE analysis of numerous accounting problems may be approached 

from at least two different viewpoints: (1) from the angle of their 
effects as depicted in the somewhat complex but temporary expense and 
revenue accounts; (2) from the angle of their effects as depicted 
directly through the medium of the more permanent balance sheet 
accounts. In the last analysis all business transactions are balance sheet 
transactions, the balance sheet status being both the origin and the 
terminus of the accounting procedure. Many so-called expense and 
revenue transactions frequently appear in bold relief when analyzed 
and presented in terms of their effects upon assets, liabilities, and 
proprietorship. At heart, depreciation is such a problem. 


The Asset Fund 

Assuming a business to be successful, depreciation may be defined 
as an exchange or conversion of assets. The goods which a business 
sells to its customers consist of a bundle of utilities or services, included 
in which is the service of the depreciating asset. In paying for these 
services the customer is in reality paying, amongst other things, for 
increments of depreciation. Part of the assets received at the time of 
sale thus constitutes a reimbursement for the portions of the depreciable 
assets sacrificed in the sales process. Although the sacrifice of the 
depreciated portions is concealed within the value expression, it never- 
theless is a component element of the bundle of utilities sold. Thus 
viewed, the sales transaction is a compound of numerous transactions: 
the exchange of merchandise for cash or accounts receivable, the ex- 
change of services purchased from sales clerks, etc., for cash or accounts 
receivable, the exchange of advertising services for cash or accounts 
receivable, the exchange of the services of the heating plant for cash or 
accounts receivable, etc.! Consistent with this line of analysis, depreci- 

1The viewpoint that sales are a compound of asset exchanges as well as involv- 
ing an addition to assets and an addition to proprietorship (assuming successful 
sales) is quite in contrast to the view that the sale involves an addition to assets 


and an addition to proprietorship and that expenses are a reduction in proprietor- 
ship. The view set forth, however, appears to be the more realistic. 











weir’ we ae SES ES 


oe We 


Ss 
S 
r 


j= 


i] 





FUNDAMENTAL ASPECTS OF DEPRECIATION 119 
ation may be recorded directly by debiting the new assets received and 
crediting the old assets for the depreciable portions given up; thus: 

New Assets Received (Cash, Accounts 

I IED inecsssencistasbadbaneaseceoteaiasdnatb esis XXXxX 

Old, or Depreciable Assets..................::cscseceeeesees XXXX 

Substituting the monetary worth of the new assets received for the 
monetary expression of depreciation is presumed to maintain the in- 
tegrity of the asset fund. Thus, then, the maintenance of the asset fund, 
where a business is successful, may be regarded as a primary accounting 
purpose implicit in the recognition of depreciation (other depletions 
being ignored). Economically, depreciation is the process of thawing 
the value frozen into the fixed asset at the time of commitment. From 
both the accounting and economic viewpoints, therefore, depreciation is 
a liquefying process which imparts greater mobility to the fixed asset 
structure; the accounting recognition, however, serves to retain in the 
business an equivalent amount of the liquid assets received. 


The mistake should not be made of regardiug the asset fund as 
dependent upon the specific nature of the component parts within the 
fund. It is frequently argued that since a business is to be considered 
a going concern, one of the purposes necessitating the recognition of 
depreciation is the ultimate need of replacing most fixed assets with 
others of like nature. To the same end, it is often further argued that 
depreciation should be computed on the basis of the cost of replacement. 
Such conceptions appear to be in error; there is no necessary relation 
between depreciation and the replacement of specific assets. The depreci- 
ation process is merely an endeavour to retain sufficient of the assets 
brought into the business by the sales process to maintain the asset fund 
in its monetary totality. When this is accomplished depreciation has 
fulfilled its obligation to the asset side of the balance sheet. It is the 
asset fund as a concrete monetary reality which depreciation is called 
upon to maintain, not the specific concrete physical expressions of 
monetary worth. Further, if, as stated above, depreciation is an 
exchange or conversion process, it is evident that it is improper to com- 
pute depreciation on the basis of cost of replacement. That which is 
given up in exchange, according to orthodox theory, is a portion of the 
cost of the asset, not a portion of its present value. The former, there- 
fore, is evidently the proper amount with which to credit the asset. 

The usual accounting procedure followed in recording the mainten- 
ance of the asset fund by the substitution of new asset values for old 
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asset values is indirect; ordinarily, an expense account is charged and 
a reserve or allowance account credited. The indirect process is then 
reduced to the status of the direct process through the medium of the 
account cancellation effected by the closing entries. An illustration is 
provided in the following entries: 


Cash (Accounts Receivable)...............cccccccsccseesseees XXX 
a NEAT RN: 5 TO ae eT XXXX. 
To record the sale of goods. 


(2) 
I io. os sscsssnssnesesenecoesicee XXXX 
Allowance for Depreciation.....................:ccce0e0+8 XXXX 
To record depreciation at the rate of —% 
per year. 


(3) 
EEE Seve ek eS a ee OE XXXX 
Profit and Loss Summa r................cccccccssseeeeeees XXXX 
To close the Sales account into the 
summarizing and cancellation account, 
Profit and Loss. 


Profit and Loss Summary.............. SEE eae eee XXXX 
Depreciation Expense .................ccccsscssssssssesssees XXXX 

To close the Depreciation Expense account 

into the summarizing and cancellation 

account, Profit and Loss. 


In the Profit and Loss Summary account the sales credit is, to a 
large extent, cancelled by the expense debits, including the depreciation 
expense debit. If the business is successful, the remainder will con- 
stitute the profit for the period and will be transferred to the proprietary 
accounts. The net depreciation effect remaining after the cancellation 
process has been performed, therefore, is the charge to Cash or Accounts 
Receivable and the credit to the Allowance for Depreciation account, or, 
in reality, the asset account. Thus, even though passed through the 
temporary expense and revenue accounts, it is evident that where a 
business is successful the depreciation expense charge and the sales 
credit cancel, leaving the net effect of recording depreciation the same 
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as that secured when the direct procedure is followed; namely, an 
exchange of assets.” 

If a business is unsuccessful and the net result of operations proves 
to be a loss, unrecovered depreciation, in balance sheet terms, may be 
regarded as a subtraction from both the assets and the proprietorship. 
Directly, the entry may therefore be recorded as follows: 


I iviicnccssnincctetroinadatnateksniscdsabnebinencnnsntotan XXXX 
Se DI oii cic tetieinnccestornvinicsrssivacons XXXX 

It follows from the above that when the estimate is correct the 
Reserve (Allowance) for Depreciation cannot be a liability or proprie- 
tary item and that it is improperly exhibited when placed on the right 
side of the balance sheet. If the depreciation transaction represents an 
exchange or conversion of assets, the Reserve for Depreciation properly 
expresses a subtraction from a depreciable asset which for some reason 
or other is being held in suspense. As such, it should be exhibited as a 
contra item to the asset to which it pertains. 

The above has been termed the asset or asset fund function of 
depreciation. .In so designating it there is danger of confusion as a 
result of the practice followed by some organizations of setting up a 
specific depreciation fund. The latter, however, refers only to a specific 
use of the liquefied or converted asset amounts; the former refers to 
the assets as a totality. 

FAILURE OF ORTHODOX PROCEDURE TO MEET THE ASSET FUND RE- 
QUIREMENT. The accountant should frankly admit that most orthodox 
depreciation procedures do not meet the requirements of their asset 
fund function with any too great a degree of success. Even if all errors 
in estimating the life period are ignored, the usual method of computing 
depreciation merely succeeds in maintaining the mathematical monetary 
entity of the fund. The deeper significance of money, its purchasing 
power, is ignored. During a period such as the past twenty-five years, 
when there have been radical changes in the price level, or, in other 
words, when monetary values have changed greatly, the purchasing 
power of the maintained asset fund has probably varied considerably. 
The commitment represented by the original depreciable asset is in 
terms of the purchasing power of the monetary unit as it existed on 

“The exchange of assets has been carried no farther than the primary trans- 
actions, wherein cash or accounts receivable are substituted for the sacrificed 
portions of depreciable fixed assets. In the longer run, however, it is evident that 


the accounts receivable will be converted into cash and the cash into such items as 
merchandise, supplies, other items of equipment, etc. 
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the day of the commitment. The recoupments of later periods are in 
terms of the monetary purchasing power then prevailing. To the extent 
that the monetary values of later periods differ from those prevailing 
at the date of commitment, it is evident that the asset fund fails to be 
maintained as a fund of equivalent purchasing power. Thus, in periods 
when the purchasing power of the monetary unit is dropping rapidly, 
the orthodox depreciation procedure may result in seriously depleting 
the asset fund as viewed from the standpoint of its deeper significance. 
If the price level is 100 on the day of commitment and later rises to 
200, the recoupment would possess only one-half of the purchasing 
power of the monetary value committed to the fixed asset. In periods 
when the purchasing power of the monetary unit is rising, the orthodox 
depreciation procedure increases the value content of the asset fund. 
Since in actual experience the price level is apt to fluctuate considerably 
over any length of time, the depreciation procedure is likely to introduce 
a considerable heterogeneity into the asset fund. Whether the fluctu- 
ations will provide the necessary degree of compensation rests with the 
kindness of fortune. In any event, at the end of successive periods the 
asset fund is likely to be over or under maintained, the assets which 
the accounting procedure retains in exchange for the depreciable por- 
tions sacrificed being of either a greater or lesser purchasing power 
significance than that represented by the portions sacrificed. To this 
extent, therefore, it is evident that the orthodox accounting procedure 
fails to meet the requirements of the asset fund function, except in a 
nominal manner. 


Maintenance of Capital 


The recognition of depreciation also serves a second purpose, an 
equity or proprietary purpose. To the extent that the asset fund is 
maintained, capital, also, is maintained. It is natural that the success 
of any treatment affecting the assets will have a corresponding effect 
upon the right-hand side of the statement since the latter occupies a 
position of dependency upon the former. 


If it be assumed that the equitable claim exhibited on the right-hand 
side of the balance sheet is in the form of capital or proprietorship only, 
it is evident that the asset fund must be maintained to an equivalent 
monetary extent if the capital claim is not to be watered. The exchange 
or conversion of assets accomplished through the sales process and 
retained by the depreciation procedure therefore not only maintains 
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the asset fund but in so doing maintains the capital equity as well. If 
liabilities also appear as equities the assets retained in the business by 
the depreciation process may assist in maintaining capital by preventing 
the distribution of the asset security supporting the liabilities. Since 
capital is a residual it must submit to entire dissipation before the liabili- 
ties are allowed to suffer. In either case, therefore, it may be said that 
the claim to the new or substituted assets which the depreciation pro- 
cedure retains in the business, rests with capital which existed prior to 
the actual experiencing of depreciation. It is in this sense that capital 
may be said to be maintained. It is evident again that the Reserve for 
Depreciation cannot be a true reserve. The claim to the retained assets 
is in pre-existing capital. Insofar as the depreciation reserve is a claim 
against anything on the asset side, it is a claim against the dead or 
sacrificed value in the old asset. The propriety of exhibiting the reserve 
as a contra account to the pertinent asset is therefore evident. Were 
it not for the confusion which probably flows out of the complicating 
process of passing the depreciation charge through the expense accounts, 
it is probable that no one would ever take a stand in favour of exhibiting 
the reserve or allowance on the right-hand side of the balance sheet. 
The direct balance sheet analysis contributes to clarity of perception. 


FAILURE OF ORTHODOX PROCEDURE TO MEET THE CAPITAL REQUIRE- 
MENT. The usual accounting depreciation procedure is no more 
successful in meeting the capital requirement than it is in meeting the 
requirement of the asset fund function, since, in the last analysis, the 
two problems are one, the maintenance of capital being dependent upon 
the maintenance of the asset fund. Here, again, the pertinence of this 
criticism depends upon one’s concept of capital. If the capital invest- 
ment is perceived in terms of nominal dollars, the orthodox procedure 
is satisfactory. If, however, capital is accepted as having a deeper 
significance, namely, an economic commanding or purchasing power, 
capital, in the true sense, is depleted if the new assets retained by the 
depreciation process are not equivalent in purchasing power to that 
originally committed in acquiring the depreciating asset. If the pur- 
chasing power of the assets retained in the business by the depreciation 
process is greater than the power of exchange originally frozen into the 
fixed asset, capital, in the deeper sense, is over-maintained. Capital 
depletion is likely to be the experience with rising price levels; over- 
maintenance is apt to be the experience during periods of falling prices. 
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The Expense Function 


While depreciation may thus theoretically be recorded directly as 
an exchange of assets, the usual procedure of recording the charge 
indirectly through the medium of the expense accounts is preferable, 
since the sacrifice of the depreciable portions of fixed assets is a natural 
accompaniment of the attempt to earn a business profit. As such it is 
a true cost of the sales activity and should be exhibited in the same 
manner as any other operating expense. As previously demonstrated, 
the net result of the indirect process is the same as that secured by 
following the direct procedure; the closing entries reduce the indirect 
process to the net effects of the direct procedure. In addition, however, 
the indirect process emphasizes a pertinent fact respecting the cost of 
cperations. The indirect process also emphasizes the dependence of 
the maintenance of both the asset and capital funds upon the sales 
procedure. If the business is successful it is through sales that the 
fixed assets are liquefied, or the conversion of assets accomplished. 
Depreciation merely retains sufficient assets in the business to maintain 
the two funds. In reality, therefore, the sales credit is, in part at least, 
a suspended credit to the depreciable asset and the end results of the 
direct process may be secured by closing the proper portion of the sales 
account into the asset account. From the standpoint of the information 
supplied, however, in addition to meeting the requirements of this third 
depreciation function, it is preferable to first charge estimated depreci- 
ation to the proper expense account and then close the latter against 
sales. The sales process is the process sine qua non of business conduct. 
It thus demands an analysis separate and independent of its asset and 
equity effects. It is within the scope of this entity that depreciation 
serves its third, or expense function. 


In this latter respect, the statements presented by many businesses 
appear to be at fault in exhibiting depreciation as a deduction from an 
amount which has previously been dignified by the name, net profit. 
Actually, net profit cannot come into being until the depreciation charge 
has been deducted, or, in other words, until all asset values sacrificed 
have been recovered. Depreciation should, therefore, be exhibited in 
the same manner as any other operating expense. 


FAILURE OF ORTHODOX PROCEDURE TO MEET THE EXPENSE REQUIRE- 
MENT. In its expense capacity, too, the usual expression of depreciation 
scarcely fulfills its obligations in the highest possible manner. To be 
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of satisfactory significance, it is usually desirable that the minuend and 
subtrahend of the subtraction process be in the same terms. While it 
is true that both the sales figure and the depreciation expense figure are 
expressed in terms of monetary units, the respective monetary figures 
frequently possess different purchasing power significances. The sales 
figure is probably expressed in terms of the purchasing power possessed 
by the monetary unit during the current year. Since the true cost of 
the fixed asset is in terms of the purchasing power possessed by the 
monetary unit in the year in which the asset was purchased, it is logical 
to think of the resulting depreciation expense items as being expressed 
in terms of that same purchasing power; that is, the purchasing power 
expended in acquiring the asset. To the extent that there has been any 
considerable shift in the price level between the date when the asset 
was purchased and the current date when the depreciation is being 
charged against revenue, it is evident that the expense and revenue 
items will not be on the same purchasing power basis; the two figures 
will, therefore, lack homogeneity. The depreciation expense figure, 
ignoring errors in the life estimate, thus can be accepted as correct only 
if its deeper significance is ignored, only insofar as the accountant con- 
centrates upon the mathematical results of a strict mathematical 
procedure. Further, since the expense, in terms of its deeper significance, 
is in all probability frequently incorrect, the final income figure, too, 
will frequently be incorrect; it, also, is the resultant of a nominal 
objective procedure. 


Further Consideration of the Purchasing Power Error 

Ignoring the influence of shifting price levels thus appears to de- 
crease the effectiveness of the depreciation procedure. While it is true 
that the accounting treatment of other items is subject to the same 
indictment, the depreciation procedure is likely to result in the greater 
error since it pertains to assets the lives of which extend over long 
periods. The net result is to cause the statements to be misleading. In 
periods of falling prices, the income figures exhibited are likely to be 
less than the true or purchasing power income; in periods of rising prices 
the income figures exhibited are likely to be greater than the true or 
purchasing power income. Such errors probably contribute to an excess 
of pessimism during periods of depression and an excess of optimism 
during a period of prosperity. Insofar as such reactions are contributory 
influences leading to wrong business decisions, a nominalistic accounting 
must bear its share of the blame. 
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To date, the accountant has done little to remedy the defects 
existing in the current procedure; proposals which have been advanced 
as remedies have met with little or no enthusiasm. One explanation for 
this failure is to be found in the fact- that many accountants are not 
fully convinced of the seriousness of the problem. A second explanation 
is to be found in the fact that no objective procedure appears to be 
available which would enable the accountant to translate the purchasing 
power of the monetary expressions of one date into the purchasing 
power of the monetary expressions of another date. Fundamentally, 
the demands of the problem are not greatly different from those encoun- 
tered in connection with foreign trade. There, however, the fluctuations 
in the rate of exchange are expressed by the market. Numerous buying 
and selling transactions establish the medium for converting the 
monetary values of one country into those of another country with a 
considerable degree of objectivity. The index numbers available for 
converting the purchasing power of the monetary unit of one date into 
terms of the purchasing power possessed by the monetary unit at a 
second date are to a considerable extent expressions of the subjective 
judgments of the specialists who compute the index numbers. No 
market establishes an index number with the same degree of objectivity 
as is present in the case of the rate of exchange. Index numbers have, 
therefore, been the subject of considerable debate, with the result that 
the accounting field has not accepted them with any great degree of 
confidence. The problem of fluctuating price levels and the resulting 
effects introduced into the accounting system by the depreciation pro- 
cedure have been given far too little attention. While it may be admitted 
that such remedies as have been proposed do not attain the ideal of 
perfection, at least they appear to be steps in the right direction. In 
spite of the objections to which they are subject, it is probable that the 
remedies are more consistent with the cost thesis and the functions of 
depreciation than the orthodox procedure itself. 

Whether the remedies be accepted or not, the weaknesses of ortho- 
dox accounting procedure nevertheless exist. If the functions of 
depreciation be granted, it would appear desirable that ‘both funds be 
maintained in terms of purchasing power. Except for certain legalistic 
relations, a formalistic, nominalistic, monetary procedure is hardly 
satisfactory; the businessman’s concern should be with the deeper 
realism. It is too easy to forget that the true cost of the original asset 
is not the nominal money paid but rather the significance of the money 
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paid, or the purchasing power sacrificed. Business can hardly be con- 
sidered completely successful unless this latter is recovered and the 
fund thus represented maintained. 


In the absence of a better solution, the accountant should append a 
note to his statements pointing out the heterogeneity introduced into 
the picture by shifting price levels, and indicating the probable effects, 
as per his judgment, upon the accounting expressions which the state- 
ments contain. Or, better still, he may add other columns to his 
statements in which he can present his interpretation of the influence 
exercised by shifting price levels upon the historical costs exhibited. In 
this connection the use of index numbers is of assistance. 


Conclusion 

The functions of depreciation, as perceived through the direct 
balance sheet approach, are simple in concept; namely, the retention of 
sufficient assets in the successful business to maintain the integrity of 
both the asset and capital funds, or, in the unsuccessful business, to 
depict the reduction in proprietorship resulting from the failure to 
recover an amount equivalent to the sacrificed portions of fixed assets. 
The indirect procedure of passing depreciation through the expense and 
revenue accounts introduces an additional complexity, but at the same 
time enables the recognition of depreciation to serve its third funda- 
mental function; namely, to depict a cost of operations. While the usual 
accounting methods probably meet the nominalistic mathematical 
requirements of the depreciation functions, shifting price levels intro- 
duce a complication, in all probability causing the depreciation procedure 
to fall short of its ends, building up secret reserves of value or watering 
the stock. 
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HE flue-cured, or bright Virginia tobacco industry in the Province 
of Ontario is still in its youth. Nevertheless, it is a most lusty 
child. Starting in the years immediately preceding the Great War, in 
the County of Essex, it has spread rapidly along the north shore of Lake 
Erie until at present it is cultivated in the Counties of Essex, Kent, 
Elgin and Norfolk. Within the past year it has worked north into the 
counties of Middlesex and Brant. Undoubtedly other sections favour- 
able to its growth will be found in the near future; but Norfolk County 
will remain the largest producer. The reason for this lies in the fact 
that the essential soil must be a warm, well-drained sand, and the season 
must be free from frost from June lst until September list. These 
conditions are ideally fulfilled in Norfolk County. 


It is difficult to estimate the value of the capital invested in the 
industry at the present time. In 1938 approximately 62,000 acres were 
under cultivation. Using 30 acres as a convenient unit, and applying 
to the whole the current value of a 30-acre growing unit, would produce 
a gross value of $35,120,000. This represents fairly closely the value 
today. The 1938 crop, which will probably reach 75 million pounds 
will, when sold, have a gross value of about $16,500,000. 

As growing costs are very high, the net profit from the sale of this 
amount of tobacco will probably run in the neighbourhood of $3,500,000. 
When one considers the highly speculative nature of the industry this 
profit is not unduly great. Hazards must be met and overcome from 
the time the seeds are sown in the greenhouses until the finished leaf is 
delivered to the ultimate purchasers. Rain, drouth, hail, insects and 
frost play a great part in the life of a tobacco planter. In addition to 
this, it must be remembered that the type of soil suitable for the grow- 
ing of tobacco is practically valueless for any other type of agricultural 
pursuit. The failure or termination of the industry would render 
worthless both the land and its equipment. The equipment, apart from 
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certain general buildings, has no use in ordinary farming operations. 

These few remarks should demonstrate the extent and the general 
speculative nature of Ontario’s newest agricultural product. It also 
will help to show why those in the business have taken most unusual 
steps to protect their investment. 


Owing to the fact that the actual growing operations require an 
unusual amount of labour and supervision, most tobacco crops, of which 
there are about 2,500, are grown on the owner-tenant or share-grower 
basis. That is to say, the owner puts up as his “ante” the farm, equip- 
ment and one-half of the growing supplies, while the tenant contributes 
the other half of the supplies and all of the labour. The cash received 
from the sale of the finished product is split 50% -50% between the two 
parties. Other modes of growing have been introduced, but for the 
most part, unless the owner is also a grower, the owner-tenant system 
prevails throughout the whole industry. 

Because the growing units in Ontario are much larger than those 
in the tobacco and cotton-growing sections of the Southern States, the 
tenant farmers of this country are not in the deplorable condition of 
those in the South. A considerable number of present farm owners 
had their initiation into the business as tenants and made sufficient 
profits in this capacity to purchase farms of their own. This has led 
a large number of intelligent and hard-working foreigners to enter the 
field as tenants. 

Flue-cured tobacco entering Canada is not subject to duty, but the 
excise upon it, when it is released from a bonded warehouse, is, roughly, 
40 cents per pound higher than that placed upon domestic tobacco. For 
all practical purposes this excise tax amounts to the same as a duty of 
40 cents per pound. As. the poundage raised in Canada prior to 1929 
was not sufficient for Canadian needs (approximately 30 million pounds 
per year at that time), price inducements were made by the manu- 
facturers to encourage the growth of this type of tobacco. As a result, 
with the discovery that the Norfolk area was suitable, a great develop- 
ment took place in that district. Large numbers of persons moved from 
Essex County and took up land. In addition to this, many individuals, 
formerly not interested in tobacco growing, entered the field. 

By 1932 the production in this country exceeded the domestic 
demand with a resultant drop in prices. During 1929 and 1930 small 
amounts of Canadian flue-cured tobacco were exported to Great Britain 
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to see whether the Canadian type could gradually be introduced in place 
of American leaf. Owing to the fact that Empire tobaccos enter Britain 
under a preferential tariff of approximately 49 cents per pound less 
than American tobacco, prospects for an increase in this field appeared 
very favourable. To the uninitiated the picture was a very rosy one. 
All that had to be done was to grow tobacco and sell it in England. 
Every pound that was grown above home requirements could be sold 
easily in England to replace a corresponding pound of American tobacco. 
The preference of 49 cents per pound settled the argument. This belief 
is still held by many individuals and one reads articles in the papers 
daily stating it. 


The true facts in the case were much different. No manufacturer, 
whether domestic or British, will recklessly change the component parts 
of a cigarette blend for the following reasons: 

(a) Any decided change in the flavour of a popular brand always 
shows itself in the reduced sales of that brand. Therefore, any con- 
templated changes must be made very slowly and must not be detected 
by the public. How skilfully this can be done is demonstrated in one 
of our own Canadian cigarettes. This cigarette at one time contained 
100% of American tobacco; at the present time it is composed of 100% 
Canadian tobacco. No decrease in sales was noted. In the past nine 
years some 22 million pounds of American tobacco has been replaced 
by the same amount of Canadian tobacco without much dropping off in 
sales to the public. These changes must be effected very slowly, from 
year to year. 

(b) The manufacturer must be assured of a continuance of ade- 
quate supplies of the type of tobacco he is using. These supplies must 
allow him to build up at least a two-year maturing reserve. 

(c) Other Empire countries were producing flue-cured tobacco and 
attempting to market it in England. As their growing costs were less 
than that of Canada, they could offer their product at a lower price. 
They, too, received the benefit of the preferential tariff. 

British manufacturers apparently are agreed that Canadian tobacco 
is more suitable for the purpose of replacing American tobacco in their 
various brands, but they do not feel like paying much more per pound 
for this adaptability. Consequently our chief competitors in the British 
market are the other Empire producers, not the United States. Having 
these points in mind, it can be seen that the success of the Canadian 
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export market rests upon a good and continuous supply of tobacco at a 
reasonably low price. 

By 1932 Canada was producing more than was required for the 
home market but not enough to fulfill the required conditions; namely, 
quantity and price. As a result, prices dropped from 31 cents per pound 
(the price level of 1928) to 16 cents per pound. The complaints of the 
growers led to the inclusion of this industry in those investigated by 
Mr. Stephens in his famous “Price Spread Investigation of 1932.” The 
publicity of this investigation, which was rather unfavourable to the 
manufacturers, led to their approval of the formation of the Ontario 
Flue-Cured Marketing Board; or rather, made them agreeable to going 
along with the growers in the formation of this Board. Under the 
Natural Products Marketing Act, passed by the Dominion Government 
in 1934, those individuals interested in the production and marketing 
of certain natural products were allowed to form themselves into local 
groups for the purpose of regulating the sale of their products. Before 
this could be done, however, consent of at least 75% of those interested 
in the industry had to be obtained. These groups were allowed to con- 
tain both buyers and sellers and their by-laws gave them the right to 
impose the conditions under which their products would be marketed. 


The Ontario flue-cured growers decided in favour of their incor- 
poration under the Act; and accordingly there was formed the Ontario 
Flue-Cured Tobacco Marketing Board, or, as I shall call it, the “Board.” 

The Board had as a nucleus three grower associations, which had 
been in existence for a year or more previously. These groups, together 
with the Essex Association, comprised at least 75% of the total acreage 
grown at that time. From these groups were elected the first grower 
directors of the Board. The manufacturers appointed a director from 
each of the four companies purchasing the largest amount of tobacco 
for the previous year, and one director to represent the balance of the 
smaller buying companies. The total directorate thus was composed of 
eight members from the growers and five from the buyers. 

The problems of the Board were as follows: 

(a) To find out what amount of tobacco was required for the coming 
year. 

(b) To arrive at the necessary number of acres required to produce this 

amount of tobacco. 
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(c) To allocate the required acreage among the grower members of the 

Board to produce the required poundage. 

(d) To prepare the necessary machinery for arriving at an average 
price at which the coming crop was to be sold. 

Grower and buyer members sat down together to discuss their common 

problems, and all of these problems were solved in a reasonably satis- 

factory ‘manner. In addition to this, there was built up a more friendly 

spirit of co-operation between the two groups, which resulted in mutual 

benefits. 

The most important phase of the whole situation, the fixing of the 
average price for the year, was arrived at by a Price Fixing Committee, 
composed of three buyer members and three grower members. These 
six persons would sit around a common Board, and, after taking all 
things into consideration, arrive, by unanimous vote, at an average mini- 
mum price at which it was figured the whole year’s crop could be moved. 
This did not mean that any specific grower would get any definite price 
but simply meant that if Company “A” purchased one million pounds 
of tobacco, and the average price for the year was 27 cents, Company 
“A” would have to pay out $270,000 for its purchases. If its payments 
against the purchases reached only $250,000 it would have to pay 
$20,000, or the deficiency, to the Board. This $20,000 would be paid out 
by the Board to all growers from whom Company “A” had purchased 
tobacco, regardless of whether they had received more or less than 27 
cents per pound. This mode of operation guaranteed an average mini- 
mum price at which the entire crop would be moved, but at the same 
time left plenty of scope for individual bargaining. In addition to this 
the Board maintained a field corps, which checked growers’ acreages and 
examined growers’ crops in order to give them an appraisal of these 
crops, based upon the average price for the year. This was of assistance 
to many growers who were not conversant with the value of tobacco as 
represented in individual crops. The Board also recommended many 
changes and improvements in connection with the actual growing of 
the crops. 

As soon as the average price for the year was fixed, the Board set 
a date for the opening of the tobacco market. Prior to this date, each 
grower received a letter from the Board, as follows: 

“The official minimum average price agreed on for the sale 
of the 1938 flue-cured tobacco crop for use in Canada was 2214 
cents per pound. 
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“Your crop, when figured from this basis, is officially 
appraised at 22.45: cents per pound; however, you are in no 
way obligated to sell at this price, neither is any buyer obli- 
gated to pay you this price. 

“This appraisal may be of some use to guide you in judging 
the merit of any offer you may obtain during the course of the 
market insofar as it gives you a rough idea of the value of your 
crop as compared to the whole crop at a minimum average 
price of 2214 cents per pound when sold for use in Canada.” 


When the market opened, each grower, using whatever information 
he had at hand, sold his crop for the best price that he could obtain. 

The chief point of note in this entire arrangement is, that no grower 
member of the Board may sell to, or any buyer member of the Board 
buy from, any person who is not a member of the Board. This confined 
all transactions in tobacco to members of the Board in good standing. 
It gave the Board the power to place on the “Black List” any members 
who violated its regulations. Members in good standing were given 
licenses as buyer or seller members. It was impossible to buy or sell 
tobacco without the possession of this license. In addition to this, an 
Act was passed by the Dominion Government making it an indictable 
offence to buy or sell tobacco without first obtaining a license from the 
Tobacco Marketing Board. 

Owing to the fact that all tobacco grown by Board members was 
readily sold at fair prices, there arose a brisk demand for Board member- 
ship or “Rights” in the Board. These “Rights,” or acreage allotments, 
were made in the early spring; and were in the form of a letter from 
the Board stating that the member mentioned in the communication 
had been allotted the right to grow a definite stated number of acres of 
tobacco for the current season. 

“We beg to advise that in accordance with By-law No. 45, 

Section D, of the Association, your acreage of flue-cured tobacco 

for 1938 shall not exceed 32614 acres. 
“The above acreage is subject to change in the event of 
sale or purchase of any equipped farm or farms. 


“We expect to have surveyors in the field this summer to 
check the acreage of each individual grower and shall be glad 
if you will comply as closely as possible with the above 
acreage.” 

Under no consideration was the grower to exceed this number of 
acres. As the acreage desired by new growers was greater than the 
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amount which the Board desired to increase for the year, the Board was 
not able to fulfill their wishes. As a result of this, there arose a group 
of persons who grew tobacco apart from the jurisdiction of the Board. 
These persons were called “Outlaws.” 

As the Natural Products Marketing Act was interested only in the 
marketing of the various products named in the Act, and the definite 
groups of producers who had seen fit to ally themselves to take 
advantage of the provisions of the Act, its penalties applied only to 
infractions of marketing, and it did not attempt to prohibit the growing 
of tobacco as such. In fact, it seemed illogical that individuals would 
produce a product that they, by law, were unable to sell. In spite of 
this situation, the prevailing good prices in the industry caused a cer- 
tain number of individuals to buy and equip farms for the production 
of tobacco. These crops were immediately placed upon a “Black List” 
by the Board and all buyer members of the Board were notified to this 
effect. This meant that they were barred from purchasing these specific 
crops. 

Owing to the fact that there existed a brisk demand for tobacco 
through the buying period in each year of the Board’s operation, as 
soon as all of the tobacco owned by grower members had been disposed 
of, the Board immediately took steps to see that “Outlaw” tobacco was 
also sold. This was done by calling a Board meeting and securing the 
consent of both the grower and buyer members. The action of the 
Board in this respect was to see, if possible, that all tobacco grown in 
any one year was disposed of before the advent of the crop of the 
following year. Buyer members were given equal rights and oppor- 
tunities to purchase “Outlaw” tobacco. 

The amount of “Outlaw” tobacco grown during 1934, 1935 and 1936 
was not considerable and was quite readily sold. This was favourable 
in one respect, that it did not leave a carry-over of tobacco in the coun- 
try; but it was highly unfavourable in that it greatly encouraged the 
growth of “Outlaw” tobacco. The effect of the “Outlaw” tobacco upon 
the general market will be discussed at a later point. 

In the year 1936 the Supreme Court of the Dominion of Canada 
declared that all of the Marketing Acts passed by the Bennett Govern- 
ment were ultra vires. This threw the entire industry into confusion 
and meant that, in addition to the fact that the Board’s Acts could not 
be enforced by law, its members could possibly be sued by “Outlaw” 
growers if it could be proven that actions of the Board were injurious to 
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their (“Outlaw”) interests. At no time did there exist in the minds of 
Board members any doubt that the Board was a monopoly. On the 
other hand, the fact remained that the existence of the Board was for 
the good of practically everyone in the industry. It’s failure to survive 
would mean a return to the chaotic conditions of 1931 and 1932. A 
number of meetings were held throughout the various tobacco sections 
to get the opinions of the growers. Conferences were held with the 
manufacturers and leaf brokers. As a result of these meetings, it was 
resolved to carry on the organization without benefit of law. It was 
felt that the actions of the Board in the past had not caused an increase 
in the price of tobacco to the eventual purchaser or the public at large, 
and that the only sufferers had been a few disgruntled growers who had 
not been granted as many “Rights” as they wanted. Even in the 
handing out of “Rights” the Board had been very fair. Out of 28,000 
new acres granted, 21,000 had been given to new applicants. 

The new organization was formed and received a Provincial Charter. 
Its by-laws were practically identical with those used previously. It still 
controlled the acreage of its members, and still set an average minimum 
price at the end of each crop year. Owing to the fact that tobacco was 
scarce, all tobacco, both Board and “Outlaw,” was sold; which meant 
that there was no attempt upon the part of non-members to take legal 
action against the Board for damages. 

The short crop year of 1936 caused the Board to grant a consider- 
able increase in acreage for the 1937 season. In 1937, in addition to 
the Board crops, approximately three-quarters of a million pounds was 
grown by “Outlaws.” At the end of the 1937 season, and after its 
members’ tobacco had been sold, the Board did not see fit to lower the 
bars and allow “Outlaw” tobacco to be sold. As a result, this tobacco 
was secured under a selling agreement by an outside group of individuals 
who immediately offered it for sale in Great Britain at a lower price 
than that maintained by the buyer members of the Board. At this lower 
price it was readily sold. The effects of this will be considered at a later 
point. 

In the spring of 1938 the directors of the Board reviewed the pros- 
pects of the coming crop with a great deal of care. They were faced 
with a new and larger crop of “Outlaw” tobacco than ever. They were 
warned by certain buyer members that the presence of a large block of 
“Outlaw” tobacco might have a disastrous effect on the British market. 
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After taking these points into careful consideration, it was decided to 
increase the acreage from 49,000 acres to 55,000 acres and furthermore 
to allow all of this increase to new applicants. It was hoped in this 
manner to cut down on the “Outlaw” tobacco as much as possible. It 
seemed reasonable ‘that new applicants would prefer to grow 20 acres 
of tobacco under the rule of the Board, with an excellent chance of 
selling it, than to grow 30 acres of “Outlaw” tobacco, which certainly 
would not bring as good a price and possibly would be very difficult to 
sell at all. In spite of this liberal action of the Board, some 5,000 acres 
were grown by “Outlaws.” 

In planning for a 55 million pound crop, the Board used the only 
reasonable method at hand, namely, the all-time average yield of 1,000 
pounds per acre. Nature, however, repeated the season of 1937. The 
1938 crop was estimated at approximately 73,500,000 pounds, of which 
amount the Board controlled some 67 million pounds. The Price Fixing 
Committee met and arrived at a minimum average of 2214 cents per 
pound. The market opened and buyers purchased some 63 million 
pounds before coming to a halt. Apart from certain manufacturers 
purchasing for their own accounts, very little buying was done by export 
leaf brokers. One broker who purchased 15 million pounds in 1937 
bought only about 6 million pounds in 1938. The reason for this was 
not the price demanded by the Board, or the large amount of tobacco 
for sale on the market, but rather the lack of control in the market. 
British buyers, remembering the fact that they had been offered “Out- 
law” tobacco at lower prices than they could buy Board tobacco for in 
1937, reasoned that the same condition would exist on a more exagger- 
ated scale in 1938, because of the larger amount of “Outlaw” tobacco 
grown in that year. Following this line of reasoning, they held back, 
waiting to see what would happen. Various groups went about the 
country signing up unsold crops on selling agreements. The Board also 
adopted this measure, and at the present time has secured the control of 
over one million pounds. To protect its foreign markets, the largest leaf 
exporting company has acquired control of nearly all of the tobacco 
signed up under these agreements, with the exception of that possessed 
by the Board and one other group. This latter group controls about 
one million pounds. If this final million can be brought into line, it is 
highly probable that a price war can be averted in the British market. 
The next month or so should decide the result. 

In conclusion, it can be seen that the British buyers, who must be 
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counted upon to absorb the bulk of the crop in the future, are willing 
to pay prices ranging around 20 cents a pound, if some measure of con- 
trol can be instituted to prevent their competitors buying similar types 
of tobacco at lower prices. In short, to be effective, the Board must have 
control over all, or practically all, of the flue-cured tobacco grown in the 
country. To do this, the Board must take in as members all of the 
“Outlaws.” As soon as this can be accomplished, an acreage cut must 
be taken by all parties to bring the total acreage down to the amount 
required for the coming year. Of course, there will arise a new group 
of “Outlaws” each year but their relative strength will become less and 
less because their poundage will constitute a smaller and smaller per- 
centage of the total crop groWn each year. What the future will be 
cannot be started definitely but, if intelligence and diligence are applied, 
I look forward to the day when the flue-cured industry in the Province 
of Ontario will reach an annual figure of $30,000,000. 

As for the justification of the existence of the Board, little more 
can be said. During its life it has succeeded in maintaining the price 
of tobacco at a fair level and at one which moved the entire amount 
controlled by it. I see no categorical reason why, with the increased 
poundage in the country, it should not be able to continue more success- 
fully than ever. Certainly an organization where buyers and producers 
can commune together for the good of both, without injury to the public, 
should be maintained as an institution of reason, in a world of cut-throat 
competition. 

The excellent effect of the control system is demonstrated well by 
the following figures: 


TOBACCO PRICES FROM 1927 - 1938 
(From THE SIMCOE REFORMER) 


Total Pounds Yield Quantity Farm Value 
Year Acreage Per Acre Pounds Price Per Acre 
cic caacsendatenen 7,570 825 6,247,750 .339c $279.68 
Eee 10,898 800 8,718,400 .31c 248.00 
eee 15,000 700 10,500,000 .29¢ 203.00 
aia actnaieaaicn 17,200 720 12,384,000 .32¢ 230.40 
Se 27,345 896 24,501,120 .208c 186.37 
Es saceaxconeasncuss 27,754 995 27,615,230 .163c 162.19 
Se 30,042 855 25,682,800 .195¢ 166.72 
Pe ictccutsianabakemacs 24,536 919 22,548,584 .247¢ 226.99 
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ee 30,905 1,138 35,183,570 .242c 273.12 
SS _aaen 34,500 673 23,280,000 .292c 196.52 
 _ 50,500 1,109 56,000,000 .245¢ 271.70 
i ectmtncninnene 62,000 1,200 74,400,000 .225¢ 270.00 


After the conclusion of the preceding statements, affairs in the 
industry have come to a head. Large gatherings of growers and owners 
have been held in Leamington, St. Thomas, Tillsonburg, Delhi and 
Simcoe. At these meetings present conditions were discussed at great 
length and various proposals made towards a reduction in acreage. 
With a large number of individuals making ready to equip new farms, 
it became evident that some drastic steps must be taken immediately. 
It was realized that the present equipped farms were more than capable 
of producing all of the tobacco required for the market for the next 
three or four years. A move had to be made to prevent others entering 
the field. As the reason others were preparing to enter could be 
attributed to the success in the controlling of prices by the controlling 
of acreage, it was resolved to maintain the 1938 acreage without reduc- 
tion for the 1939 season. This was an open challenge from Board 
members to the effect that they realized that there was too much 
tobacco; but, rather than sacrifice their present investment, they were 
prepared to produce cheap tobacco in large quantities. As expansion, 
by the way of new farms, can only come about by credit, and the Board’s 
action will certainly be a red flag to banks and fertilizer companies, it 
is quite possible that expansion will be limited to those who have funds 
to carry on unassisted. It is to be hoped that this move will limit 
expansion as well as provide the cheap tobacco necessary for new 
markets on the continent. 
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BACK TO MERCANTILISM? 
BENJAMIN HIGGINS 


N order to analyze the extent to which the commercial policies of 
the last twenty years may be described as “neo-mercantilism,” some 
sort of working definition of mercantilism is necessary. The term 
“mercantilism” is a blanket term which may be made to mean almost 
anything; and close inspection of its supposed content has led Prof. 
Heaton to ask, “Did such a thing ever exist?’ It seems better for the 
purposes of this paper, therefore, not to discuss the meaning of mer- 
cantilism, but to accept the interpretation of Prof. Heckscher. Prof. 
Heckscher’s work? is the most exhaustive, if not the classical, study on 
the subject, and there is no definition of mercantilism which would be 
more acceptable without detailed analysis of our own. 

The essential features of mercantilism are, then, as follows: 

1. An attempt at economic unification of national states. 

2. The use of economic resources for the gaining of political power. 
3. A policy of protection, arising out of a “fear of goods.” 

4. A particular attitude towards money. 

5. A particular concept of society. 

Our procedure will be to discuss briefly the implications of these 
features for mercantilist policy, and to see to what extent parallel 
policies can be found in the post-war world. 

No detailed comparison of different countries with respect to policy 
will be attempted. That significant differences in national policy did 
exist both in the mercantilist period and at the present time there can 
be little doubt. The Netherlands, for example, were not so prone to the 
mercantilist policies as were other European countries, especially France 
and England. Similarly, there is a difference, at least in degree, between 
the neo-mercantilism of Germany and Italy on the one hand, and that of 
the Scandinavian countries, Canada and the United States, on the other. 
These differences are to be explained largely in terms of differences in 
international policy, and to a lesser extent by differences in the economic 


“Heckscher on Mercantilism.” Ec. Hist. Rev., June, 1937. 
“Mercantilism” (2 vols.). 
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situation. The post-war history of Germany and Austria, for example, 
is obviously a special case; defeat, debt, inflation, capital consumption, 
left Germany in a particularly difficult situation. Fear of inflation pre- 
vented her from following the general trend of devaluation of currency 
in 1931, etc. But these details would fill a volume; and we must there- 
fore be content for the most part to discuss “mercantilism” and “neo- 
mercantilism” as descriptions of the general trend of a particular period. 


At the time when mercantilist policies first make their appearance 
(say, the beginning of the 16th century), there existed fairly substantial 
impediments to free trade within particular countries. Tolls, fees, 
duties, charged by particular towns, and the various regulations imposed 
by the guilds, plus the confusion of weights and measures, made com- 
mercial intercourse difficult. One of the aims of mercantilism—whether 
or not it was successful—was to overcome these barriers to trade. The 
policy of Colbert is the usual example of this sort of mercantilist 
administration. Economic unification in this particular sense cannot 
be said to be a feature of post-war economic policy, or of post-war 
economic developments. The specific problem of barriers to inter- 
regional trade in the form of tolls, fees, customs, etc., did not exist. Such 
barriers as do exist are imposed by the administration, are sanctioned 
by it, or ignored by it. Trade union activities, for example, tend on the 
whole to diminish the mobility of labour. Trade union activities have 
been sanctioned in the United States, in Great Britain, in the Scan- 
dinavian countries, in Australia. In those countries which have opposed 
the activities of the older trade unions, such as Germany and Italy, 
greater limitations to the mobility of labour have been imposed than 
the trade unions themselves introduced. In Germany something very 
close to serfdom has been restored. In Italy it is difficult to work out- 
side one’s particular “corporation.” 


Within particular countries, new trends to sectionalism may be 
seen. Canada is splitting up economically into an agricultural West, an 
industrial East, the Maritimes, and British Columbia. England has been 
split economically into North and South, the latter prosperous and the 
former depressed. In the United States, State governments offer special 
inducements to industry in the way of low taxation, lax corporation laws 
and land grants, in order to develop that State at the expense of others. 
California has, in effect, both immigration laws and import prohibitions. 
These movements are not, of course, the result of conscious policy on 
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the part of central governments; but at least the central governments 
concerned have made no concerted effort to offset them. 

The only sense in which “unification” can be said to be a part of 
present-day policy is that there does exist in almost all countries a trend 
towards self-sufficiency. The trend is most noticeable in countries like 
Germany and Italy, but it exists also in England and in America. Insofar 
as this trend is connected with protection, it will be discussed under that 
heading. There is, however, a new desire for economic independence; 
in part for war preparedness, in part to make a country as free as 
possible from reactions of economic fluctuations in other countries. The 
war preparation involves “unification” of another sort, too, in that it 
includes the building of railways and highways, which, incidentally, aid 
internal trade. 

On the whole, however, it must be said that economic unification 
in the mercantilist sense does not constitute a significant part of post- 
war economic policy. Since there is some doubt that it was a truly 
significant part of mercantilism either, this fact does not greatly impair 
the accuracy of the comparison of the present era with the mercantilist 
era so far as economic policy is concerned. 

The striving for political power through economic power is less 
characteristic of the present period than it was of the mercantilist 
period. The opportunities for increasing economic power are not so 
great today as they were in previous centuries. There are no new 
colonies of any importance to be exploited. Nor is there particular 
emphasis on political power as an end in itself, as Heckscher claims 
there was under mercantilism. In general, the connection is the inverse 
one. Political power is sought as a means to increasing economic power. 
Italy did not take Ethiopia because the additional resources which would 
then be under her control would enhance her political prestige; rather 
she depended upon her political prestige to protect her from being 
opposed in her designs on Ethiopia, which she wanted to take in hopes 
that it would improve her economic situation. The same may be said 
of the German “invasion” of Austria. Such generalizations are, of 
course, dangerous, but on the whole I think it is safe to make a distinc- 
tion between the mercantilist policy here and the post-war policy. 
Economic prosperity is very definitely an end in itself in most countries 
today; and the added political prestige that may accompany it is of 
distinctly secondary importance. The development of “economic power” 
for political purposes, insofar as it exists today, takes the form of build- 
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ing up armaments and key industries; and neither of these programs 
can be said to enhance the wealth of the people in the long run. It is 
generally recognized that such programs involve a sacrifice of economic 
well-being for political power. Of course, Heckscher has admitted that 
in any period both power and opulence are sought,' so once again the 
argument presented does not preclude drawing an analogy between 
mercantilist and post-war commercial policies. 


When we come to protection and the “fear of goods,” the case is 
more clear and the parallel more striking. No one can seriously deny 
that protection was a characteristic policy of the mercantilist era. Nor 
can one deny that a trend towards protection has existed since the Great 
War. The arguments advanced for the protection of domestic industry 
are very largely the same. The forms—tariffs, prohibitions, quotas, 
are essentially the same. More use is made of exchange control and 
clearings agreements as a means of controlling the flow of goods, but 
these methods were not unknown in the mercantilist period, as the 
efforts of Gresham at exchange control, for example, indicate. Even 
bounties on exports have become common in the post-war period. The 
most striking examples are Germany and Austria, but even Canada and 
the United States are subsidizing the export of wheat. The government 
grants to shipping in England and in France are in effect export boun- 
ties. While self-sufficiency, lack of gold reserves, and war preparation 
are partly responsible for the trend, the “fear of goods” plays its part, 
particularly in the democratic countries. Agriculture is most terror- 
stricken, and agriculture has been the subject of the greatest sympathy. 
The “fear of goods” in the agricultural sphere has gone much farther 
than in the mercantilist era; not only are imports prevented, but 
domestic production is restricted as well—the notable example being, 
of course, the United States. Those countries which have gone farthest 
in the way of straightforward protection, like Germany and Italy, of 
course, have no “fear” of agricultural goods because they have almost 
no agricultural goods. 


The mercantilists made three exceptions to the rule of protection; 
capital, labour, and raw materials were welcomed as the basis for 
increased production and increased exports. Today even capital is 
restricted in its movements. There is no concerted effort to keep capital 
out of any country, but efforts are made to prevent capital from leaving, 


1“Revisions in Economic History: V. Mercantilism.” Ec. Hist. Rev., Nov., 1936. 
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especially in Germany. Raw materials are still welcomed by countries 
that do not have them, although inability to pay for them through 
exports has resulted in the attempt by some countries to develop raw 
materials of their own. The obvious change with regard to the “excep- 
tions” to the protection rule is labour. Today immigration laws are as 
much of an impediment to the movement of men as the tariffs are to 
the movement of goods. It would not be too inaccurate to say that, so 
far as protection is concerned, post-war governments are more mercan- 
tilist than the mercantilists. 


The mercantilists placed particular emphasis upon the accumulation 
of precious metals within the country. This policy was not the result 
of an identification of money with wealth; the reasons for it were the 
desire for treasure for war purposes, and as a basis of credit extension. 
A similar attitude towards money can be discovered in post-war policy. 
The efforts of England to build up her gold supply in recent years were 
in part the result of a desire to be in favourable position in case war 
should break out, and in part to permit the maintenance of low interest 
rates. Germany and Avstria have been going to heroic lengths to 
protect what little gold reserves they still have. The accumulation of 
a war treasure is not significant for them, because it is so clearly 
impossible for them to accumulate a gold stock of any size. Rather, 
it is to permit a process of concealed inflation without departing from 
the gold standard completely; it is, in a sense, therefore, a basis for 
credit extension. The same may be said of France, Holland, Belgium, 
and Switzerland. Yet there is a difference. These countries do not 
value gold stocks as such. They do not want to be forced from the gold 
standard completely, having a deep-seated fear of paper inflation. What 
they want most is a favourable balance of trade per se. France finally 
devalued, in part, to protect what little gold she had, but mainly to 
improve her trade balance. No doubt any of these countries would be 
glad to have a gold hoard for war purposes; but their immediate 
problem is to improve the internal economic situation, and better trade 
relations are a step in that direction. European countries have built up 
a system of exchange control, clearings agreements, monetary depreci- 
ation, etc., so complex that the mercantilist efforts in this direction are 
put to shame. Yet it is interesting to note that the country which has 
been most successful in accumulating gold, the United States, has not 
particularly wanted it and has done little more to get it than to carry 
through a devaluation policy and maintain certain tariffs. Even these 
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measures were not designed to accumulate gold as such, however; the 
interest was in improving the internal economic situation through 
influencing international trade and the price level. If there is an 
essential difference between the mercantilist monetary policy and the 
post-war one, it is that in general the accumulation of or the protection 
of a gold supply has not been through desire for the gold as such, but 
because it was necessary to or incidental to another policy. As for 
credit extension, if we can believe Keynes, there is no need for a basis 
for increased capital supply in general; on the contrary, the problem 
is to find ways of wasting capital already accumulated. Be that as it 
may, it is at least true that there is even less justification for making 
a fetish of precious metals today than there was in the mercantilist 
period, for there is now no crying need for a basis for credit extension. 
Certain countries, it is true, are short of capital, Germany being a 
notable example. This situation, however, is the result of past and 
present misguided monetary and trade policy, and is better remedied 
by revision of that policy than by the addition of new restrictions. 

Finally, we come to mercantilism as a concept of society. This 
concept included an emphasis upon freedom, the sanction of “capital- 
istic” ethics, and the treatment of society as a natural organism. The 
emphasis upon personal freedom is certainly not a characteristic of 
our time. The trend, even in democratic countries, is increasing 
encroachment upon personal liberty by government. The wages one 
may charge, the distribution of one’s profits, the hours for which you 
may work your employees, the use of the content of the pay envelope, 
the amount of goods one may produce, the quality of commodities you 
may sell—such things as these are regulated even in the country com- 
monly regarded as most free and most democratic. However, it is 
doubtful whether freedom was really an essential part of the philosophy 
of mercantilism either, and the true difference between our era and the 
mercantilist era is probably not very great in this regard. 

As for the sanction of the spirit of enterprise, there is little that 
can be safely said. It is quite clear that there is no influential body of 
thought which opposes the making of profits. On the other hand, there 
is no observable tendency for a systematic justification of the capitalist 
virtues.' There is probably little difference between the two periods 
under consideration in this regard. 


1“Capitalist virtues” is used here in the sense of Max Weber and Tawney. “The 
Protestant Ethic and the Spirit of Capitalism”; and “Religion and the Rise of 
Capitalism.” 
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Modern philosophers do not tend to describe the State as an organ- 
ism. It would not be particularly significant if they did. What is 
important is that we have again, since the war, a tendency to exalt the 
State and to submerge the individual. It is also true that now, as in 
the mercantilist period, that if the State is regarded as an organism 
at all, it is regarded as an organism capable of contracting serious 
diseases and in constant need of a physician’s care. Both periods are, 
if you like, periods of “interventionism,” as compared with the “laissez- 
faire” period that lies between them. 

It may be argued that “mercantilism” is better regarded as a 
system of thought than as a comprehensive policy. Neo-mercantilism 
is not a comprehensive policy either; but it is even less of a system of 
thought than mercantilism was. We have, of course, a Fascist literature 
which systematically justifies interventionism—for example, Professor 
Fanno’s book on “L’Economia Corporativa.” We have government 
bulletins describing the work of the administration in England and in 
America, and we have documentary films to glorify that same work. 
Yet, on the whole, it can hardly be said that there is a literature of 
neo-mercantilism. There is little relation between the commercial 
policy in practice and the opinions of the majority of people trained in 
the analysis of the factors involved. It is this fact that makes the 
present trend so discouraging. The present economic policy—insofar 
as one can speak of the economic policy—is put into practice not as the 
result of economic analysis, but despite economic analysis. 











